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Overview of the Medicare Program 

Medicare, administered by the Centers for Medicare & Medicaid Services (CMS), is the nation’s 
federal insurance program that pays for covered health services for most persons aged 65 years 
and older and for most permanently disabled individuals under the age of 65. 1 As a health 
insurance program, Medicare reimburses health care providers and suppliers, such as hospitals, 
physicians, and medical equipment companies, for the services and products they provide to 
Medicare beneficiaries. Medicare is prohibited by law from interfering in the practice of medicine 
or controlling the manner in which medical services are provided. It also is required to pay for 
covered services provided to eligible persons so long as specific criteria are met. As such, the 
growth in per person Medicare expenditures largely reflects the medical practices, use of 
technology, and underlying costs in the broader health care system. Spending under the program 
(except for a portion of administrative costs) is considered mandatory spending and is not subject 
to the appropriations process. Thus, there generally are no limits on annual Medicare spending. 

Since its enactment in 1965, the Medicare program has undergone considerable change. Because 
of its rapid growth, both in terms of aggregate dollars and as a share of the federal budget, the 
Medicare program has been a major focus of deficit reduction legislation passed by Congress. 2 
With a few exceptions, reductions in program spending have been achieved largely through 
freezes or reductions in payments to providers, primarily hospitals and physicians, and by making 
changes to beneficiary premiums and other cost-sharing requirements. For example, the Patient 
Protection and Affordable Care Act (ACA; PL. 1 11-148 as amended) made numerous changes to 
the Medicare program that modify provider reimbursements, provide incentives to improve the 
quality and efficiency of care, and enhance certain Medicare benefits. 3 

Four Parts of Medicare 

Medicare consists of four distinct parts, A through D: 

• Part A covers inpatient hospital services, skilled nursing care, hospice care, and 
some home health services. Most persons aged 65 and older automatically are 
entitled to premium-free Part A because they or their spouse paid Medicare 
payroll taxes for at least 40 quarters (10 years) on earnings covered by either the 
Social Security or the Railroad Retirement systems. 

• Part B covers a broad range of medical services, including physician services, 
laboratory services, durable medical equipment, and outpatient hospital services. 
Enrollment in Part B is optional; however, most beneficiaries with Part A also 
enroll in Part B. 



1 For additional information on the Medicare program, see CRS Report R40425, Medicare Primer, coordinated by 
Patricia A. Davis and Scott R. Talaga. More detailed information on Medicare’s financial status may be found in CRS 
Report R41436, Medicare Financing, and CRS Report RS20946, Medicare: Insolvency Projections, both by Patricia A. 
Davis. 

2 For a brief history of changes to the Medicare program, see CRS Report R40425, Medicare Primer, coordinated by 
Patricia A. Davis and Scott R. Talaga, and the Medicare chapter of the House of Representatives, Committee on Ways 
and Means, Greenbook, at http://greenbook.waysandmeans.house.gov/2014-green-book/chapter-2-medicare. 

3 For details on individual Medicare provisions in the Patient Protection and Affordable Care Act (ACA; 1 11-148, as 
amended), see CRS Report R41 196, Medicare Provisions in the Patient Protection and Ajfordable Care Act (PPACA): 
Summary and Timeline, coordinated by Patricia A. Davis. 
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• Part C (Medicare Advantage, or MA) is a private plan option for beneficiaries 
that covers all Parts A and B services, except hospice. Individuals choosing to 
enroll in Part C must be eligible for Part A and also must enroll in Part B. About 
30% of Medicare beneficiaries are enrolled in MA. 

• Part D covers outpatient prescription drug benefits. This portion of the program 
is optional. About 75% of Medicare beneficiaries are enrolled in Medicare Part D 
or have coverage through an employer retiree plan subsidized by Medicare. 

Beneficiary Costs 

In addition to paying premiums for Medicare Parts B and D, 4 beneficiaries must pay other out-of- 
pocket costs, such as deductibles and coinsurance, for services provided under all parts of the 
Medicare program. There is no limit on beneficiary out-of-pocket spending, and most 
beneficiaries have some form of supplemental insurance through private Medigap plans, 
employer-sponsored retiree plans, or Medicaid to help cover a portion of their Medicare 
premiums and/or deductibles and coinsurance. 

Provider and Plan Payments 

Under traditional Medicare, Parts A and B, the government generally pays providers directly for 
services on a fee-for-service basis using different prospective payment systems, or fee schedules. 5 
Under Parts C and D, Medicare pays private insurers a monthly capitated per person amount to 
provide coverage to enrollees. The capitated payments are adjusted to reflect differences in the 
relative cost of sicker beneficiaries with different risk factors including age, disability, or end- 
stage renal disease. 

Medicare Trust Funds and Sources of Revenue 

The Medicare program has two separate trust funds — the Hospital Insurance (HI) trust fund for 
Part A and the Supplementary Medical Insurance (SMI) trust fund for Parts B and D. 6 (For 
beneficiaries enrolled in MA (Part C), payments are made on their behalf in appropriate portions 
from the HI and SMI trust funds.) Both the HI and SMI trust funds are maintained by the 
Department of the Treasury and overseen by a Board of Trustees that reports annually to 



4 Beneficiaries enrolled in a Medicare Advantage (MA; Part C) plan must pay Part B premiums as well as any 
additional premium required by the MA plan. 

5 Under a prospective payment system (PPS). Medicare payments are made using a predetermined, fixed amount based 
on the classification system for a particular service. The Centers for Medicare & Medicaid Services (CMS) uses 
separate PPSs to reimburse acute inpatient hospitals, home health agencies, hospice, hospital outpatient departments, 
inpatient psychiatric facilities, inpatient rehabilitation facilities, long-term care hospitals, and skilled nursing facilities. 
A fee schedule is a listing of fees used by Medicare to pay doctors or other providers/suppliers. Fee schedules are used 
to pay for physician services; ambulance services; clinical laboratory services; and durable medical equipment, 
prosthetics, orthotics, and supplies in certain locations. 

6 Many government programs are financed through trust funds. Despite the name, federal trust funds are not the same 
as private- sector trust funds. A trust in the private sector is “a fiduciary relationship in which one person (the trustee) 
holds property for the benefit of another (the beneficiary).” The trustee must follow the express terms of the trust 
instrument and administer the trust for the benefit of the beneficiary. Most federal trust funds are not based on a legal 
fiduciary relationship. Congress creates trust funds that involve a commitment to use monies for a specific purpose, but 
it can alter the terms (e.g., receipts, outlays, or purpose) of the trust fund at any time. For additional information, see 
CRS Report R41328, Federal Trust Funds and the Budget. 
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Congress concerning the funds’ financial status. 7 Financial projections are made using economic 
assumptions based on current law, including estimates of consumer price index (CPI), workforce 
size, wage increases, and life expectancy. 

The Medicare trust funds are financial accounts in the U.S. Treasury into which all income to the 
program is credited and from which all benefits and associated administrative costs of the 
program are paid. The trust funds are solely accounting mechanisms — there is no actual transfer 
of money into and out of the funds. As long as a trust fund has a balance, the Treasury 
Department is authorized to make payments for it from the U.S. Treasury. 

Hospitalization Insurance Trust Fund 

The Part A portion of Medicare is financed through the HI trust fund. 

Sources of HI Revenue 

The HI trust fund is funded primarily by a dedicated payroll tax of 2.9% of earnings, shared 
equally between employers and workers. (See Figure 1.) Unlike Social Security, there is no upper 
limit on wages subject to Medicare payroll taxes. Beginning in 2013, the ACA has imposed an 
additional tax of 0.9% on high-income workers with wages over $200,000 for single tax filers and 
over $250,000 for joint filers. 8 Other sources of income to the HI trust fund include premiums 
paid by voluntary enrollees who are not entitled to premium-free Medicare Part A, a portion of 
the federal income taxes paid on Social Security benefits, and interest on federal securities held 
by the trust fund. 

HI Trust Fund Mechanics 

HI operates on a pay-as-you-go basis; the taxes paid by current workers and their employers are 
used to pay Part A benefits for today’s Medicare beneficiaries. When the government receives 
Medicare revenues (payroll taxes), income is credited by the Treasury to the HI trust fund in the 
form of special-issue interest-bearing government securities. 9 (Interest on these securities also is 
credited to the trust fund.) The tax income exchanged for these securities then goes into the 
general fund of the Treasury and is indistinguishable from other cash in the general fund; this 
cash may be used for any government spending purpose. When payments for Medicare Part A 
services are made, the payments are paid out of the general treasury and a corresponding amount 
of securities is deleted from (written off) the HI trust fund. 



7 These reports may be found at http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and- 
Reports/ReportsTrustFunds/index.html. 

8 See archived CRS Report R41128, Health-Related Revenue Provisions in the Patient Protection and Affordable Care 
Act (ACA), for more detail. 

9 Unlike marketable securities, special issues can be redeemed at any time at face value. Investment in special issues 
gives the trust funds the same flexibility as holding cash. 
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